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INTRODUCTION

The bills described in this pamphlet have been scheduled for a

hearing on March 18 and 19, 1980, by the Subcommittee on Health of
the Senate Finance Committee. These bills would generally change
the tax treatment of employer contributions to health benefit plans
for the purpose of restructuring the incentives for coverage under
these plans. This pamphlet provides a summary and description of
present law and of S. 1968 and related proposals. Proposed changes
in the Medicare and Medicaid programs and proposals for increasing
benefits among individuals who have little or no coverage are not dis-

cussed in this pamphlet.
(1)



I. SUMMARY OF PRESENT LAW AND PROPOSALS

A. Present Law

Under present law, employer contributions to employee health plans

and the benefits paid under these plans generally are exempt from
income and payroll taxes. A deduction is generally allowed to an em-
ployer for compensation paid to employees in the form of health plan
contributions. Employees who itemize their deductions may claim a
deduction (limited to $150) for one-half of their share, if any, of
health insurance premiums. Remaining employee contributions, along
with other allowable medical expenses, are alowed as itemized deduc-
tions to the extent these expenses (including expenses for drugs in ex-

cess of 1 percent of adjusted gross income) exceed 3 percent of an
individual s adjusted gross income.

Employer's with health plans are required to offer their employees
the option of membership in a health maintenance organization
(HMO) which qualifies under Title XIII of the Public Health Service
Act and requests that the employer do so.

B. S. 1968 (Senators Durenberger, Boren, and Heinz)

1. All employer health plans would have to meet certain require-

ments:
a. If more than 100 employees were covered by the plan, three

options, each offered by a separate carrier, would have to be made
available to all employees

;

b. The amount of the employer contribution to a health plan
could not depend on the option chosen by the employee;

c. Coverage would have to be extended to employees and family
members, for certain periods after termination of employment,
death, or divorce

;

d. Coverage would have to be made available to the employee's
spouse and children

;

e. The health plan would be required to cover the types of serv-

ices covered under Medicare ; and
f. Out-of-pocket expense of the employee and covered family

members would be limited to $3,500 per year. If any of the six

requirements were not met, all employer contributions to health
plans would be included in an employee's gross income.

2. For all health plans, a monthly dollar limitation ($125 for family
coverage) would be placed on the employer contribution to a health
plan which is excluded from the employee's gross income.

C. Other Proposals

i, S. 1590 (Sen. Schweiker and 6 cosponsors)

As part of a broader proposal for national health insurance, employ-
ers offering a health plan would be required to cover a specified list of
services, with copayments and deductibles limited to 20 percent of an
employee's income. Large employers would be required to offer at least

(2)



three health plan options, including one which requires cost-sharing of

at least 25 percent of hospital services (subject to an income-related

limitation) . The employer contribution could not depend on the option

chosen, so that tax-free cash reibates would be given to employees
selecting an option which costs less than the employer contribution.

2. S. 1720 (Sen. Kennedy and 7 cosponsors)

As part of a broader proposal for national health insurance, each

employer would be required to offer employees at least one health

insurance plan and one HMO, each covering a specified set of basic

services with no copayment or deductibles. Each plan would receive

a fixed capitation payment with respect to each enroUee, and plans

for which this amount was larger than the cost of basic services

could give enroUees additional benefits or tax-free cash reibates.

3. S. 1812 (Sen. Rihicoff and 1 cosponsor, on behalf of the Admin-
istration

As part of a broader plan for national health insurance, each em-
ployer would be required to offer employees at least one health plan
covering a specified set of basic services with copayments and deducti-

bles limited to $2,500 per year. Employers would be required to offer

all qualified HMOs available in the geographic area. If employers of-

ferred employees more than one option, the employer contribution

could not depend on the option chosen, so that cash rebates or other

fringe benefits would be given to employees selecting an option which
costs less than the employer contribution.

4. H.R. 3943 (Messrs. Jones and 1 cosponsor)

Businesses would not be allowed a business expense deduction for

contribution to an employee health plan which did not require the

employee to pay for at least 25 percent of insured inpatient hospital

care, with an income-related limit on such cost-sharing.

5. H.R. 5191 (Mr. Waxman and 59 cosponsors)

This bill is the same as S. 1720.

6. H.R. 5400 (Mr. Rangel and 2 cosponsors, on behalf of the Ad-
ministration)

This bill is the same as S. 1812.

7. H.R 5740 (Mr. Ullman and 4 cosponsors)

Employer health plans containing any option whose cost exceeds
a trigger point ($75 per month for family coverage) would have to

meet three requirements: First, the plan would be required to offer

employees the option of either an HMO or low cost coverage. Second,
all options under the plan would be required to cover a specified list of
services and to limit required copayments and deductibles to $2,000
per year. Third, the employer contribution to each option would have
to be approximately equal, so that cash rebates or other fringe benefits

would he given to employees selecting an option which costs less than
the employer contribution. In addition, the employer health plan
contribution which could be excluded from gross income would be
limited ($120 per month in the case of family coverage). Finally,
the mandatory choice provisions currently available to HMOs would
be made available to a wider variety of these organizations.
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8. H.R. 6405 (Mr. Martin and 20 cosponsors)

As part of a broader proposal for national health insurance, em-
ployers offering a health plan would be required to cover a specified

list of services, with copayments and deductibles limited to $2,500
per year. If employers offer employees more than one option, the em-
ployer contribution could not depend on the option chosen, so that
employees selecting an option which costs less than the employer
contribution would receive a cash rebate. In addition, the employer
health plan contribution which could be excluded from gross income
would be limited ($120 per month in the case of family coverage).



II. PRESENT LAW

A. Exclusion of Employer Health Plan Contributions and
Benefits From Income and Wages

Under present law, the amount paid by an employer to a health
plan for an employee (through insurance or otherwise) is not in-

cludible in the employee's gross income for the purpose of the income
tax (sec. 106 of the Internal Revenue Code) or in the employee's wages
for the purposes of employer or employee Social Security (FICA),
Railroad Retirement, or unemployment insurance payroll taxes

(FUTA) (sees. 3121(a) (2), 3231(a), and 3306(b) (2)).
Under current Internal Revenue Service interpretations, an amount

is generally not considered to be an excludible contribution to a health

plan for the purpose of the income tax if the employer has the option
of receiving this amount as a taxable benefit (such as cash) in lieu of

health insurance. If, for example, an employee could choose between
a $50 per month contribution to a health plan and $50 per month cash,

the entire $50 would be includible in the employee's gross income, re-

gardless of which choice the employee made. However, if an employee
is given a choice between taxable and nontaxable benefits under a non-
discriminatory qualified cafeteria plan (sec. 125), only those amounts
actually paid in a taxable form (e.g., cash) are includible in the em-
ployee's gross income.

Benefits paid to an employee under an employer health plan are

generally excluded from gross income and wages if the benefits are

paid directly or indirectly to the employee as reimbursement for ex-

penses incurred for medical care by the employee or the employee's
spouse or dependents (sec. 105(b) ). However, benefits paid under cer-

tain self-insured medical reimbursement plans may be includible in the

gross income of highly compensated individuals if the plans discrimi-

nate in favor of highly compensated individuals (sec. 105(h)).

B. Deductions for Contributions to Health Plans

A deduction is allowed to an employer for compensation paid to

employees, as an ordinary and necessary business expense, in the form

pf contributions to a health plan (sec. 162)

.

Employees and other individuals who itemize their deductions may
claim a deduction (limited to $150) for one-half the amount of their

health insurance contributions. Remaining contributions, along with

other allowable medical expenses (including expenses for drugs in

excess of 1 percent of adjusted gross income), may be deducted as

itemized deductions to the extent these expenses exceed 3 percent of

an individual's adjusted gross income (sec. 213)

.

(5)
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C. Mandatory Choice of Health Maintenance Organization
(HMO) in Employer Health Plans

If a health maintenance organization (PIMO) which conforms to

the various requirements for being a "qualified" HMO under Title

XIII of the Public Health Service Act wishes to be offered as part of
the health plan of any employer (not offering an HMO) with 25 or
more employees in the service area of the HMO, then the employer
must make the HMO option available (sec. 1310 of the Public Health

,

Service Act). If the employees are represented by a collective bargain-
ing agent or other employee representative, then the option of member-
ship in a qualified HMO must first be made to this representative, and,

"

if accepted, then to each employee. Further, the employer must con-

'

tribute at least as much to the HMO (but no more than its cost), on^
behalf of an employee who selects that option, as it would have con-

'

tributed to an alternative health plan selected by the employee. Civil

penalties, or in the case of State and local governments, reductions in

certain Federal grants-in-aid, apply to employers who do not conform '

,

to these requirements. The Federal Government and certain religious

'

\ f^i organizations are exempt from these requirements. \

\ ff

I

If an employer is already offering an HMO whose services are pro-
''

A lip, vided by the HMO's employees or a medical group, then these manda-
\

"' 'y§] tory choice requirements continue to apply to the employer if an indi-

^ vidual-practice-association HMO wishes to be offered, and vice versa,
'

I

if an employer is offering one HMO of each of these two types, then '

!j^|,
the employer is not required to respond to requests by additional

{k!; HMOs to be offered to his employees.
:!: ii

^



III. DESCRIPTION OF S. 1968

(SENATORS DURENBERGER, BOREN, AND HEINZ)

A. Requirements for Qualified Health Plans

1. Multiple choice of health plan options

Any employer having a total of more than 100 employees covered

under any health benefit plan oli'ered by the employer during a calen-

dar year must provide that the plan offers at least three options, each

of which is offered by a separate carrier and which meets the require-

ments described below for continuity of coverage, coverage for the

employee's family, minimum benefits, and catastrophic protection.

For purposes of determining whether an employer has more than
100 employees covered mider a plan, employees of trades or businesses

under common control would be treated as employed by a single em-
ployer, and in the case of a multi-employer plan, the requirement

would apply if the total number of covered employees of all em-
ployers under the plan exceeded 100.

A health plan option would count toward the three-option require-

ment only if the carrier, including a self-insured organization or

multi-employer group, offers the required continued coverage and
family coverage (described below) at a reasonable premium rate, as

determined by the appropriate state agency in accordance with stand-

ards prescribed by the Secretary of the Treasury. Even if components
of a given option were offered by more than one carrier, there would
have to be at least three options available (offered by three separate

carriers) for each type of required benefit (described below). Any
two carriers under common control would not be considered to be

separate carriers.

2. Equal contribution

If any employer offered employees a choice of health plan options,

the employer contribution could not depend on the option chosen.

However, no contribution would be required on behalf of an employee
who chooses not to participate in any health plan option. If the em-
ployer contribution on behalf of an employee were greater than the
cost of the option chosen, the employee would be required to receive

a rebate equal to the amount by which this contribution exceeds the
cost of the option chosen. Every employee would be required to have
the option of receiving this rebate in cash; any such cash would be
included in an employee's gross income, except to the extent it has
been included as an excess employer contribution under B below (but
would not be subject to FICA and FUTA taxes except as provided in

B below). Employers could also make available the option of receiv-

ing the rebate in the form of other benefits under a qualified cafeteria

plan.

This rule would not require the employer contribution to be equal
for all employees, but only for employees covered by the same health
plan. Thus, the health plan and the employer contribution could vary
by tenure, geographic area, salary level, etc.

(7)
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3. Continuity of coverage

Any employer plan would be required to provide group coverage,
and employer contribution, for at least 30 days after termination of
employment, death or divorce, for any individual who had coverage
at the time of such an event. An option of an additional 180 days of
coverage, at group premium rates, would have to be made available
to any such individual who chooses to pay the premium. Finally,
any such individual would be required to have the option to convert,
during this 180-day period, without regard to prior medical condi-
tion or proof of insurability, to an individual policy which meets
the minimum coverage and catastrophic protection requirements de-

scribed below.

4. Coverage of family of employee
Any employer plan or option under the plan would be required

to provide any covered employee the opportunity to purchase cover-

age for his spouse and any child who eiiher is under age 19 and living

with the employee or who is a student. Any such child covered under
the plan would be required to have the option to convert, within 180
days after he ceases to qualify under the employee's policy, without
regard to prior medical condition or proof of insurability, to an indi-

vidual policy which meets the minimum coverage and catastrophic
protection requirements described below.

5. Minimum benefits

Any employer health plan or option under the plan would be re-

quired to provide coverage for at least the same types of services cov-
ered under Medicare (Title XVIII of the Social Security Act). Keg-
ulations under this and the following requirement would be coordi-
nated with the Secretary of Health, Education, and Welfare.
Deductibles, copayments, and provisions restricting reimbursement
to certain providers would be allowed, however.

6. Catastrophic expense protection

Employer health plans or options would be required to pay 100 per-
cent of the cost of minimum services (described above), which are
provided to a covered individual during a catastrophic benefit period.
A catastrophic benefit period begins when an individual and covered
spouse and children have incurred, while covered under the plan, more
than $3,500 in out-of-pocket expense for minimum services during a
calendar year. The catastrophic benefit period ends at the end of the
calendar year. Out-of-pocket expense does not include expenses in-

curred because the plan restricts the authorized providers who may be
reimbursed or the circumstances under which services may be
provided.

If the employer contribution is less than the minimum premium
cost necessary to meet the catastrophic expense protection require-
ment, the $3,500 figure may be increased for one health plan option.

7. Tax impact of failure to meet requirements
If a,ny of the requirements for multiple choice of options, equal con-

tributions, continuity of coverage, coverage of family, minimum bene-
fits, or catastrophic protection were not met, all employer contribu-
tions to health plans would be included in an employee's gross income.
The employer and employee would also have to pay FICA taxes and
the employer FUTA and withholding taxes.



B. Maximum Health Benefit Exclusion

The maximum employer contribution to an employee's health plan

which could be excluded from the employee's gross income and from
wages for purposes of the employer's and employee's FICA liability

and the employer's FUTA liability would be $125 per month for

family coverage in 1980 dollars. Correspondingly lower limits would
apply for "employee-only" or "employee and spouse only" coverage

under a health plan. These amounts would be indexed each year there-

after by the Medical Care Component of the Consumer Price Index.

The Secretary would establish regulations for determining the

amount of employer contribution under self-insured plans.

C. Effective Date

The provisions of the bill would generally be effective on January 1,

1982.

D. Example

Suppose then an employer offers a health plan which costs $130 per
month for family coverage and pays the entire cost of this plan. The
employer also offers a low-cost option under that plan for $70, and
employees who elect this option receive a $60 rebate, (a) What
amount would be included in the gross income of an employee who
chooses the higher cost option? (b) What amount would be included
in the gross income of an employee who chooses the lower cost option ?

(a)

Employee
selecting high

cost option

family coverage

(h)

Employee
selecting low-

cost option

family coverage

(1) Total cost of option

(2) Employer contribution:
A. Health coverage
B. Cash rebate

C. Total
(3) Limit on exclusion

(4) Amount subject to income and
wdthholding taxes:

A. Excess contribution
B. Rebate not included in

(A)

C. Total
(5) Amount subject to FICA and

FUTA

$130 $70

130 70
60

130
125

130
125

5

55

60

5



IV. DESCRIPTION OF RELATED PORTIONS OF
OTHER PROPOSALS

A. Senate Bills

1. S. 1590 (Sen. Schweiker and 6 cosponsors)

As part of a broader plan for increased health insurance coverage,

the Public Health Service Act would be amended to set forth require-

ments for the allowance under the income tax of the exclusion of
employer health plan contributions from employees' income and the

deduction of these contributions as a business expense by an employer.
Qualified health plans offered by employers with at least 50 em-

ployees would be required to provide, as a minimum, a list of specified

services and to limit required copayments or deductibles to 20 per-

cent of the employee's wage and self-employment income.
Any employer would be required to offer, as part of the health plan,

at least one option which requires copayment of at least 25 percent
for hospital services until total copayments or deductibles exceed
20 percent of income. However, if the employees were represented
by a collective bargaining agent, the employer would not be required
to offer this type of plan to his employees if the collective bargaining
agent failed to accept this type of plan.

Employers with at least 200 full-time employees would be required
to offer employees a choice of at least three qualified health plan
options, each of Avhich is offered by a different carrier.

If the employer offered employees a choice of qualified health plans,
the employer contribution with respect to any employee could not de-

pend on the plan chosen. If the employer contribution on behalf of an
employee were greater than the cost of the plan selected by the em-
ployee, the employee would be required to receive a rebate equal to

the amount by which this contribution exceeds the cost of the plan
selected. This rebate could be in the form of cash or benefits, and
would be exempt from Federal income tax. The employer contribu-
tion would be limited to the cost of the most costly health plan selected

by at least 10 percent of the employees.

2. S. 1720 (Sen. Kennedy and 7 cosponsors)

As part of a broader proposal for national health insurance, each
employer would be required to offer qualified employees the choice
of enrollment in at least one plan offered by Blue Cross-Blue Shield
or a commercial insurance carrier and at least one plan offered by a
health maintenance organization, if such a plan is available. All quali-
fied plans would be required to cover a specified set of basic services
with no copayments or deductibles. If any qualified employees are
represented by a collective bargaining or other representative, then
the offer of enrollment would first be made to the representative. If
the offer were accepted by the representative, it would then be made
to each employee. Employers who did not comply with these require-
ments could be subject to a civil penalty.

(10)
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Each qualified health insurer or HMO would receive a fixed capita-

tion payment with respect to each enrollee. This payment could vary
by geographic area and actuarial characteristics of the enrollee, but
would not vary among health plans with respect to an enrollee of
similar characteristics. To the extent that this amount exceeds the cost

of providing basic benefits under the plan, an insurer or HMO could
offer additional benefits or cash rebates to enrollees. Any such rebates

would not be subject to Federal income tax.

3. S. 1812 (Sen. Ribicoff and 1 cosponsor, on behalf of the Admin-
istration)

As part of a broader plan for national health insurance, the Social

Security Act would be amended to require that each employer would
be required to offer a plan including, as a minimum, a specified list of

services and to limit required annual copayments and deductibles to

$2,500 (adjusted annually to reflect increases in per capita health

costs). No cost-sharing could be imposed on prenatal, delivery and
infant care services.

Employers would be required to offer their employees the option
of joining all HMOs operating in a geographic area.

In any case in which employees were offered a choice of qualified

health plans, the employer's contribution would be required to be equal

across plans for all employees within any geographic area, except that

the amount could vary according to family composition. Employees
who chose an option costing less than the employer contribution would
receive the difference in cash or other fringe benefits.

Civil penalties would apply to private employers which violated

these provisions. State and local governments which violate these pro-

visions would be subject to reduction of Federal grants-in-aid used for

employee compensation.
In addition, the separate itemized deduction for individuals for up

to $150 of health insurance premiums would be repealed.



B. House Bills

1. H.R. 3943 (Mr. Jones and 1 cosponsor)
^

Under the bill, businesses would not be allowed a deduction, as an^
ordinary or necessary business expense, for contributions to a health
plan providing inpatient hospital care for employees unless the bene-:
ficiary were required to pay for at least 25 percent of the insured ^

inpatient hospital care. In any year, such copayments would have to
be limited to the lesser of $2,000 or 15 percent of the beneficiary's
average adjusted gross income for the previous three taxable years. J

These limitations would not apply to employer contributions to ai
health maintenance organization.

2. H.R. 5191 (Mr. Waxman and 59 cosponsors)

This bill is the same as S. 1720.
i

3. H.R. 5400 (Mr. Range! and 2 cosponsors, on behalf of the Ad-
ministration)

This bill is the same as S. 1812.

4. H.R. 5740 (Mr. Ullman and 4 cosiponsors)

The Internal Revenue Code would be amended to include in an
employee's gross income, under certain circumstances, some or all of
the employer contributions to health plans. The bill does not affect any
health plans whose most expensive option has a total cost less than
a specified trigger point ($75 per month for family coverage.) If, for

any reason, the employer could not purchase coverage which met the
minimum coverage requirement (described below) and which cost

less than the specified trigger point, then the trigger point would be

increased to the cost of providing this coverage.

For all health plans to which the bill applies, the amount of

employer contribution which could be exempt from an employee's

income tax and the employer and employee payroll taxes would be

limited to $120 per month (adjusted for inflation) in the case of family
coverage. Different limits would apply in the case of other categories

of coverage.
Employer health plans would have to meet three requirements,

described below, in order to be qualified health plans. If any of these i

requirements were not met, all employer health plan contributions

would be subject to income and payroll taxes.

First, qualified health plans would be required to offer employees a

choice of either low cost coverage or a qualified HMO. Low cost cov-

erage would be any option which costs no more than the trigger point

and which provides at least the minimum coverage described below.

The employer plan could offer additional options.

Second, all options offered under qualified plans would be required

to provide a specified list of minimum services, with required annual

copayments or deductibles limited to $2,000, adjusted for inflation.

(12)
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Third, the employer contribution with respect to any employee could

not vary substantially according to the option chosen. The plan would
meet this requirement if the employer contribution to a lower cost

option was no less than the employer contribution to the highest cost

option reduced by 10 percent of the difference in cost between the high-

est cost option and the lower cost option. The employer contribution to

a lower cost option could not exceed the contribution to the next higher

cost option. If the employer contribution on behalf of an employee
were greater than the cost of the option chosen by the employee, the

employee would be required to receive a rebate equal to the amount by
which this contribution exceeds the cost of the plan selected. This
rebate could be in the form of cash (subject to income but not payroll

taxes) or in benefits (under a qualified cafeteria plan)

.

The mandatory choice provisions available to HMO's under Title

XIII of the Public Health Service Act would be amended to make
these provisions available to a wider variety of these organizations.

5. H.R. 6405 (Mr. Martin and 20 cosponsors)

As part of a broader proposal for national health insurance, the

Internal Revenue Code would be amended to encourage employer
health plans to meet certain requirements.
For all health plans, the amount of employer contributions which

could be excluded from gross income would be limited to $120 per
month (adjusted for inflation) in the case of family coverage. Dif-

ferent limits would apply in the case of other categories of coverage.

Employer health plans would have to meet various requirements,

some of which are described below, in order to be qualified health
plans. If any of these requirements were not met, all employer health
plan contributions would be included in gross income. In addition,

businesses would be denied a deduction for such contributions.

Qualified health plans would be required to provide, as a minimum,
a list of specified benefits once any copayments or deductibles reached
a catastrophic family "stop-loss" limit that could not exceed $2,500
per year (adjusted annually to reflect increases in per capita health

costs). In addition, covered individuals would have certain extension

and conversion rights upon termination of employment.
If the employer offered emplovees a choice of qualified health plans,

the employer contribution with respect to any employee could not
depend on the plan chosen. The contribution could vary according to

other factors including such actuarial characteristics as an employee's
age, geographic region, and whether the employee is covered by a

spouse or other qualified health plan. If the employer contribution
on behalf of an employee were greater than the cost of the plan
selected by the employee, the employee would be required to receive

a rebate equal at least to 75 percent of the amount by which this

contribution exceeds the cost of the plan selected. This rebate would
be exempt from Federal payroll taxes. Further, up to $8.33 per month
would be excluded from gross income for the purpose of the Federal
income tax, unless the employer contribution is larger than the limit,

described above, on the exclusion from income of employer health
plan contributions.

In addition, the $150 limit on the itemized deduction for one-half
of an individual's health insurance premiums would be increased to

$250, and deductions would be allowed only for premiums for qualified

health plans.



V. DISCUSSION OF ISSUES

A. Limits and Conditions on Employer Health Plans

The proposals described in this pamphlet would change the nature
of the exclusion of employer health plan contributions from income.
Currently no conditions or limits are imposed on this exclusion, and
this feature of the law provides a strong incentive for increased health
plan coverage. For example, for an employee in the 30-percent income
tax bracket, an extra dollar of compensation paid as cash results in ad-
ditional after-tax cash income to the employee of 70 cents or less ; the
exact figure depends on whether the individual must also pay social
security and State income taxes. In contrast, an extra dollar of com-
pensation paid in the form of health plan contributions results in an
additional one dollar of health coverage, since no tax is imposed on
this form of compensation. Relative to a situation in which all forms
of compensation were taxed equally, current law clearly provides a

significant incentive for increased health plan contributions.
Some have argued that the unlimited and unconditional nature of

this incentive has resulted in excessive coverage and, thus, inefficiency

and excessive cost in the use of health resources. In the extreme cases,

in which all health expenses are reimbursed by the employer health
plan, the patient may have no incentive to consider the cost of these
resources in deciding on how much and what quality of resources to
use in seeking medical treatment. Further, the doctor and hospital,

knowing that the patient's financial condition is unaffected by these
choices, may order treatments, equipment, and procedures of excessive
cost or quantity without regard to their necessity or desirability in the
treatment of medical conditions. As a result, many health resources
may be used inefficiently in that they add little to the health of patients
in this situation. In addition, health insurance premiums are kept high
and the' cost of medical care is increased for those who have relatively

little coverage.

On the other hand, many argue that the incentive provided by the
current tax treatment of employer health plan contributions is an
appropriate and necessary incentive to encourage employees to be
protected against the large financial risks, and the resulting reluctance

to seek necessary treatment, which employees would face if they lacked

adequate health insurance coverage. While these individuals agree that
extensive third-party payment imder health plans implies an absence
of market-type restraints on the price, quality and quantity of health

care, they argue that modest reductions in the extent of third-parv
payment would have little effect on resource decisions and that drastic

restraints could discourage necessary treatment. Modest market-type
restraints, such as patient payment of a portion of medical bills, are

held to make no difference because doctors make most of the decisions

about which resources are used and because much treatment is nfiven

in emergency situations in which payment incentives would have little

(14)
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or no effect on patients' or doctors' decisions. Thus, it is argued that

lack of market-type discipline is inherent in the health care system,

so that inflation and inefficiency will respond only to programs which
regulate the prices, quality and quantity of resource utilization.

If the committee should decide to pursue' proposals which place con-

ditions and limits on employer health plans, it would have to make
choices in the following areas ; whether to impose a limit on the exclu-

sion of health plan contributions from income; extent of required

choices of options for coverage; degree of coverage which must be

provided by all options ; whether to require equal employer contribvi-

tions to the health plan regardless of the option chosen; whether to

provide an exemption of small employers from various requirements

;

the type of penalty on employers who do not meet the applicable

health plan requirements ; and the administering agency.

B. Limit on Income Tax Exclusion of Employer Health Plan
Contributions

Several of the proposals would place a limit, or "cap," on the amount
of employer contribution to a health plan which could be excluded
from income ( for example, $125 per month for an employee choosing
family coverage). Thus, if an employer contributed $150 per month to

a plan, the excess over $125, or $25, would be subject to income and
payroll taxes. It is argued that this could improve the equity of the

tax system by reducing the amount of tax-free income going largely

to relatively high bracket taxpayers. It also should be noted that such
a proposal, by itself, could raise a substantial amount of revenue. Fur-
ther, employers and employees would no longer have a subsidized

incentve for health coverage which costs more than the cap. Insurance
companies would be placed under more pressure to not provide reim-

bursement to inefficient providers and reimbursement for relatively

expensive procedures when less expensive alternatives were available,

such as those which may be performed outside of a hospital. Some
argue that in this situation, many of the affected employees would
choose to reduce their coverage to the cap, perhaps by covering fewer

benefits, accepting modest deductibles or copayments, or choosing a

health plan (such as an HMO) , the efficiency of which allows it to

provide comprehensive health care at a lower cost than traditional

health insurance plans. These employee choices would introduce more
cost-consciousness in employee, insurance company, and provider deci-

sions about health resource use and would promote growth of those

plans which could translate efficient operation into lower premiums.
The subsidy for the extra coverage which raises total cost above $125
per month, which quite often is "first-dollar" coverage insulating the

employee and provider from any concern with the cost of services,

would be removed. As a result, the health care sector would become
more efficient and less inflation-prone.

On the other hand, many argue, that a cap on the exclusion could
lead to tax increases and reductions in coverage, and thus financial

hardship or reluctance to seek medical treatment, for many of the

affected employees, especially older individuals living in high-cost

areas and faced with high medical needs. Further, it is argued that

the reductions in coverage would do little to restrain demand or reduce
cost since providers would continue to make resource decisions in a
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way that is not influenced by patients' financial circumstances or insur-
ance coverage. In addition, health plans which attract certain em-
ployees through the use of lower premiums may simply enroll a dis-

proportionate share of relatively healthy employees rather than pro-
vide health care more efficiently. Finally, it is argued that computation
of health plan costs for the purpose of reporting wage income to the
Internal Revenue Service would create an administrative burden for
employers.

C. Required Choices and Coverage in Employer Health Plans

1. Required choices

Most of the proposals described in this pamphlet would require
that employer health plans provide certain choices to employees cov-

1

ered by the plan. Currently, many employer plans provide only one
option and, although employers have an interest in satisfying as many
employees as possible at the lowest cost possible, competitive pressures
which may result from health plan choice among members of the same
employee group are absent. However, current law does require an em-
ployer to offer his employees certain HMOs that wish to be offered.

Those proposals may be seen as a broadening of the current manda-
tory choice requirements.

Several of the proposals would require that employer health plans
provide at least three options, each offered by a different insurance
carrier. It is argued that this would encourage the formation of com-
peting groups of health care providers, and that each group would
have an incentive to restrict itself to doctors and hospitals which
adhere to strict standards of efficiency and cost-consciousness. On the

other hand, others argue that an employer health plan could comply
with this requirement by simply having three different insurance com-
panies offer an identical plan. If this were a typical response to such a

requirement, any resulting increases in health care efficiency could be
limited because employers already have an incentive to purchase a

given amount of coverage for their employees at the lowest cost

available.

Some of the proposals provide more specific requirements as to what
choices must be offered. For example, H.R. 5740 would require that

employees have the choice of either an HMO or a low cost option,
\

whose premium cost would be kept below a specified level through
the use of copayments or deductibles or the elimination of benefits not

part of required coverage (see below). It is argued that this proposal

would reduce health costs because both HMOs and low cost coverage
,

have large potential for cost savings, and, further, because such a
,

requirement could encourage enrollment in HMOs by inducing some
|

employers to seek out or form such an organization. On the other hand,

S. 1590 would require that all employer plans include an option which
provides for patient payment of at least 25 percent of some amount of

hospital services. This could be justified if patient cost-sharing were
viewed as very important in controlling hospital costs, so that all

employees should have the option of realizing the premium savings *

that such a plan could provide. j

H.R. 5740 would apply these requirements only to relatively expen- \

sive health plans. Thus, one way for an employer to comply with the '
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requirements would be to reduce the cost of the health plan below the
"trigger point." If these requirements were expanded to cover a larger
number of plans, then some employers could be induced to drop their
plans entirely rather than comply with requirements they viewed as
burdensome. Although it may be the expensive plans, which if not
carefully structured, are the largest source of inflationary pressure,
any consideration of the scope of these rules would be likely to depend
on whether they were being considered as part of a broader proposal
for increased national health insurance.

Finally, several of the proposals would expand and strengthen theHMO mandatory dual choice provisions of the Public Health Service
Act, so that a larger number of HMOs have guaranteed access to a
larger number of potential enrollees and so that these HMOs are
themselves subject to more competitive pressure.

2. Required coverage
Almost all of the proposals would require that employer health

plans cover a specified list of services, with explicit limits on required
copayment and deductibles; that is, an overall annual limit on out-of-
pocket expense for these services. In addition, some proposals man-
date that coverage be extended in cases where employees and family
menibers might otherwise be left uncovered when employment ends
or the employee dies or is divorced. In many cases, these requirements
would be part of a broader proposal for increased national health
insurance, and thus, other considerations enter into the choice of
which benefits or limits should be specifically provided for However
even in those proposals which are primarily devoted to restructuring
existing employer health plans, such as H.R. 5740 and S. 1968, certain
mininium coverage would be required. Several reasons have been ad-
vanced for these proposals. First, employees' intelligent comparison
of various health plan options is facilitated when all the options cover
at least a specified list of basic benefits and limit out-of-pocket ex-
penses to a known figure. Second, most of the proposals require cata-
strophic rather than first-dollar protection, so that employees who
choose a lower cost option have a limited financial risk; that is, they
would not face the prospect of large liability after the exhaustion of
tne benefits or a limited insurance policy.
One proposal, HE. 3943, would require that all employer health

plan options provide for patient copayment of at least 25 percent of
a portion of inpatient hospital bills. It has been argued that such a
provision, which would increase patient and doctor awareness of hos-
pital charges, is necessary if hospital costs and inefficient health caremanagement practices are to be brought under control. On the other
hand, any cost-saving effect of such a requirement could be limited ifmost employees simply bought, with after-tax dollars, supplementary
insurance for the portion of medical expenses which employee couldnot cover under their health plans.

3. Small employers

sofcT/rfInl!^''
proposals would exempt employers with less than a

ODtionA.r^^''*
employees from the requirement to offer specific

Snl nlS. f aj) employer health plan. It has been argued that a

Hvpttf . ^'if^^^
^^^ ^^"^^ P^ ^^ unreasonable administra-tive burden to such employers, although there is no precise agreement
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on the definition of "small" employer for this purpose. As a result,

small employers faced with minimum coverage and multiple choice
i

requirements could simply decide to drop their health plans. On the

other hand, a GAO survey of employers offering employees the choice

of an HMO found that very few of these employers believe that dual

choice presented a significant administrative burden. In addition, if
\

the definition of exempt employers were to depend on the number of

employees, firms with rapidly fluctuating employment would be sub- i

ject to a great deal of uncertainty. Finally, if firms were allowed to
i

keep some of the premium savings which resulted when employees ^

chose a less expensive option, dual choice could actually benefit some :

small employers.
;

D. Equal Employer Contribution Requirement I

Many of the proposals described in this pamphlet would require

that employers make approximately equal contributions to each health

plan option, so that the contribution would not vary substantially

according to the option chosen by the employee. This would essen-

tially mandate that almost all the cost savings which result when an
employee chooses a relatively low cost option would be passed through
to the employee. It is argued that such a requirement is necessary to

allow employees' choices to refiect meaningful comparison of the costs

and benefits of extra coverage.

In cases in which the employer contribution toward a health plan
option is greater than its cost, many of the proposals would require

that the difference be rebated to the employee in cash. The proposals

differ, however, in whether this rebate would be subject to income tax.

It should be emphasized that a limitation of the exclusion of health

plan contributions from income is necessary if rebates are tax-free.

Otherwise, employers would convert all cash compensation into health

plan contributions and almost all employees would receive tax-free •

rebates, and a tremendous revenue loss would result. However, even if

such a cap is adopted, the key policy issue involved in deciding
whether rebates should be made tax free is the desired level of tax bene- '

fit for employer health plan contributions. To the extent that employees '

face a choice between taxable cash and tax-free health benefits, the

health benefits are being favored by the tax system. '

This point may be illustrated by the following example. Suppose
[

that an employer's contribution to a comprehensive health plan option
is $110 per month, and that under an equal contribution requirement
employees who chose a low-cost plan with a cost of $50 per month
receive a $60 per month taxable cash rebate. An employee in a 25-per-

cent tax bracket would thus have the option of giving up $60 of cover-
age in exchange for an extra $45 of cash (after-tax). Thus, in this

situation, the tax system would provide a subsidy for the extra health
insurance coverage. If the cash rebate were tax-free, the employee's
choice would be either $60 of cash or $60 of extra coverage. That is,

there would be no subsidy for the extra coverage. Without this subsidy,
there could be significant reductions or elimination of health insurance
coverage for employees in this situation.

Thus, allowing tax-free rebates with a relatively high cap provides
the same incentive reductions in coverage as a lower cap on the exclu-
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sion of employer contributions from gross income. Suppose, for exam-
ple, that the cap were $50 per month and that the employer contribu-

tion were $110, so that $60 was subject to an extra income tax of $15 (25

percent) regardless of whether the employee chose the extra coverage

or the rebate. Since the tax would be paid in any case, the employee
who does not choose the extra $60 of coverage will receive an extra $60
(after-tax) in cash. Thus, in both situations—high cap and tax-free re-

bates, and low cap—no tax subsidy is provided for the extra coverage.

However, there is a major difference in Federal tax revenues under the

two proposals. With the lower cap, tax revenues are collected on all em-
ployer health plan contributions over $50, in this example. With a
higher cap and tax-free rebates, a large volume of cash payments
could escape income tax. In fact, employers would have an incentive

to increase health contributions to as high a level as possible, if only
to funnel tax-free cash to their employees, with large resulting revenue
losses.

Even if rebates are not tax-free, however, the increased flexibility

which would be permitted by allowing each employee to make a choice

between extra cash and extra coverage could lead to increased health
plan contributions. Employers would be encouraged to divert increases

m compensation from taxable wages into health plan contributions,

since some employees would prefer additional health coverage and the
other employees would be able to receive the extra cash in any case.

Thus, this portion of all the proposals, by itself, could result in sig-

nificant loss of Federal tax revenue.

E. Type of Penalty and Administering Agency

Some proposals would impose civil penalties on employers which do
not conform to the specified health plan requirements which would be
provided, while others would simply treat nonqualified health plans as

ordinary income for tax purposes. The choice between these two alter-

natives would appear to depend on whether employers should be abso-
lutely prohibited from offering nonqualified plans or whether they
should be allowed to offer them if they and their employees are willing
to forgo the associated tax benefits. It should also be noted that pro-
posals to deny businesses a deduction for nonqualified plans would
not affect governments, nonprofit organizations and businesses in-

curring a loss, so that the treatment of health contributions under
the employee's income tax and the employer and employer payroll
taxes is the only tax incentive available to affect the health plans
offered by these organizations.
The choice of penalty is also related to which agency would be

enforcing the requirements, both the content of the plans and the
methods by which employers and insurance companies actually process
employee claims for reimbursement. On the one hand, the Department
of Health and Human Services has expertise in the content of health
plans but little experience dealing directly with employers, while, on
the other hand, the Internal Revenue Service has expertise in enforc-
ing requirements with respect to pension plans and other employer
benefit plans, but little experience dealing with health plans.

O
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